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PREAMBLE 


The Provincial Auditor reported on the Ministry of Finance’s Community 
Reinvestment Fund in Section 3.07 of the 2001 Annual Report. The Standing 
Committee on Public Accounts held hearings on this audit report on March 6, 
2002 with representation from the Ministry of Finance. This report constitutes the 
Committee’s findings and recommendations.’ 


The Committee would like to thank officials from the Ministry of Finance 
(Ministry) for their co-operation during these hearings. In addition, appreciation is 
extended to the Office of the Provincial Auditor, the Clerk of the Committee, and 


the Ontario Legislative Library’s Research and Information Services Branch for 
their assistance. 


Ministry Response to Committee Report 


The Standing Committee on Public Accounts endorsed the Provincial Auditor’s 
report and recommended the implementation of the recommendations in the 2001 
Annual Report by the Ministry of Finance. 


The Standing Committee on Public Accounts has prepared supplementary 
recommendations in this report, based on its findings during the hearings. The 
Committee requests that the Ministry of Finance provide the Committee Clerk 
with a comprehensive written response within one hundred and twenty calendar 
days of the date of tabling with the Speaker of the Legislative Assembly of 
Ontario. 


1. OVERVIEW. 


Under the Services Improvement Act certain provincial and local responsibilities 
were realigned (Local Services Realignment) to bring education costs under 
control, provide better service for taxpayers, and ease the pressure on residential 
property taxes. 


Local Services Realignment (LSR), implemented in January 1998, involved the 
realignment of responsibilities and costs relating to 16 programs. Some programs 
previously administered by the province have been fully transferred and are now 
being funded and administered exclusively at the local level. Other programs have 
been transferred, but are being cost-shared between the province and the 
municipalities. For these programs, the province continues to be responsible for 
between 50% and 80% of program costs. Still other programs continue to be fully 
administered by the province. For these programs, the province bills the 
municipalities to recover the program costs it has incurred for the services 
delivered on their behalf. 


To facilitate the introduction of the LSR, the province provided one-time 
transitional payments and ongoing annual funding through the Community 
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Reinvestment Fund (CRF) to ensure revenue-neutrality. The Ministry initiated a 
Policy Options Review (Policy Review) of the CRF program, and various options 
were being considered for providing financial support to municipalities in the 
future. Therefore, the year 2001 was being treated as a transitional year, pending 
potential program changes resulting from the Policy Review. 


2. AUDIT OBJECTIVES AND CONCLUSIONS? 


The audit objectives were to assess the extent to which adequate procedures 
existed to measure and report on whether the CRF was meeting its objective of 
ensuring that the LSR initiative was revenue neutral, and secondly whether CRF 
system controls and related procedures were adequate to ensure that municipal 
payments were properly authorized and accurately processed. 


2.1. Audit Conclusions‘ 


The Provincial Auditor concluded that the Ministry did not have adequate 
procedures to measure and report on whether the CRF was meeting the revenue- 
neutrality objective. In addition, certain evidence indicated that the CRF did not 
ensure the ongoing revenue-neutrality of the LSR initiative, either as a whole or 
for individual municipalities, and that this problem had been growing over time. 
The divergence from revenue-neutrality indicated that some municipalities have 
clearly gained financially from the LSR trades, while other municipalities have 
lost. The Provincial Auditor also noted areas where the impact of the funding 
process on individual municipalities needs to be assessed. 


Based on the following observations, the Provincial Auditor believes the CRE as 
structured at the time of the audit was working against its objective of ensuring 
the revenue-neutrality of the LSR initiative. Further, it has led to differing impacts 
on individual municipalities: 


- For programs fully transferred to municipalities, LSR costs for CRF 
entitlement purposes were frozen at the amounts existing at the time of 
program transfer. As a result, the actual costs incurred by municipalities in 
subsequently delivering these programs were not being taken into account in 
determining each municipality's CRF entitlement. 


* For cost-shared and provincially administered programs, LSR costs for CRE 
entitlement purposes were frozen at the year 2000 amounts, rather than being 
set at the expected actual levels for 2001. Unlike in past years, with the 
exception of the Land Ambulance program, there will be no year-end 
reconciliation and additional payments to reflect actual LSR costs exceeding 
those expected. 


- The CRF allocation formula takes into account only those LSR costs that 
remained after the deduction of approximately $500 million annually to reflect 
a provincially imposed savings target. That target is a percentage of total 
municipal spending. The imposed savings target varies by size of 
municipality, and the Ministry has little empirical or analytical support for this 
approach. Furthermore, since $1.3 billion in LSR programs are still 
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administered by the province, the savings target presents municipalities with 
the challenge of finding savings in programs they do not control. 


¢« Because of the intricacies of the CRF funding formula, the savings target has 
had no effect in some municipalities. Such municipalities experienced annual 
windfall gains from the LSR initiative without having to find any local 


savings, while other municipalities experienced a significant, negative fiscal 
impact. 


« The Ministry did not update the residential-education tax-room component of 
the CRF payment formula to reflect recent changes in assessment data, 
including changes in the latest province-wide current value assessment 
(CVA). Property assessments increased by an average of 14% above those 
used for CRF purposes. Updating the tax room component to reflect these 
changes would have increased the CRF entitlement of some municipalities 
and decreased the entitlement of others. 


Because of the interconnectedness of the components of the CRF funding 
mechanism, the Provincial Auditor made a single recommendation to deal with 
the above concerns. With respect to program administration, it was concluded that 
overall system controls and procedures were adequate to ensure that CRF 
payments were properly authorized and processed. However, the Provincial 
Auditor did note areas where procedures could be strengthened. Specifically, it 
was recommended that the Ministry: 


¢ improve its monitoring and follow-up efforts with municipalities to ensure 
that CRF funds are used by municipalities as intended; 


« implement procedures to recover or minimize CRF overpayments, which have 
amounted to $98 million over the three-year period from 1998 to 2000; and 


- improve the timeliness of providing CRF information to municipalities to 
enable municipalities to better estimate their budgetary requirements and 
report on their fiscal results. 


3. REVENUE-NEUTRALITY 


The CRE objective is to ensure that the LSR initiative is and remains revenue 
neutral. The Ministry had not established formal performance indicators to 
measure the extent to which the application of this formula is actually achieving 
revenue-neutrality. 


3.1. LSR Costs 
3.1.1. Fully Transferred Programs 


LSR programs, costing approximately $650 million annually, had been fully 
transferred to and were being administered by municipalities at the time of the 
audit. These costs were frozen at the point in time when the Program was 
transferred, which does not take into account actual costs incurred by 
municipalities in delivering these programs subsequent to the transfer. 





There are no adjustment mechanisms to take into account changing local costs of 
fully transferred programs, and the Ministry has no assurance that the CRF 
funding provided is achieving revenue-neutrality on an ongoing basis. The 
Association of Municipalities of Ontario indicated that municipalities are not 
ideally equipped to deal with such volatility, as they lack the revenue sources 
available to the province, are restricted in their ability to borrow, and cannot incur 
deficits. 


3.1.2. Cost-Shared and Provincially Administered Programs 


As of January 1, 2001, nearly $400 million in program costs that had been fully 
transferred and put under the management of municipalities was still being shared 
between the province and the municipalities. The remaining LSR programs 
continued to be fully administered by the province, and municipalities are billed 
for these program costs which amount to approximately $1.3 billion annually. 


Until 2001, both the cost-shared and provincially administered programs had been 
funded on the basis of actual costs incurred. Over the past three years, a total of 
$60 million in additional funding was provided to municipalities as a result of 
these year-end reconciliations. Because the CRF program was under review 
(Policy Review) at the time of the audit, 2001 is being treated as a transitional 
year. There will be no year-end adjustments to reflect the difference between 
forecasted and final actual costs, which the Auditor concluded compromises the 
revenue-neutrality for the year 2001. 


The Auditor concluded that it is essential that a payment formula (intended to 
achieve revenue-neutrality) use actual costs incurred, for example, for social 
assistance programs and other program expenditures for which municipalities are 
expected to achieve performance standards. 


Committee Hearings 


Revenue-Neutrality 


The Ministry reiterated that “the objective of the Community Reinvestment Fund 
is to provide revenue-neutrality for municipalities in aggregate and individually 
within the LSR trades.”° The services exchanged under LSR include social 
assistance, social housing, childcare, public health, land ambulance and policing. 
These services were costed and became the basis for setting the initial revenue- 
neutrality equation.° 


The Ministry explained that the LSR objective was the creation of opportunities to 
better array the provision of public services, given the province’s assumption of 
education funding responsibilities. The Ministry explained that the funding of 
municipalities through CRF is generally unaffected by decisions made on 
education financing.’ For the 2001-02 school year, the estimate is $5.7 billion for 
education from property taxes. 
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The Ministry indicated that it will adjust in the fall 2002 for public health, and 
other active programs, on the basis of the public health budget shared with the 
Ministry of Finance by the Ministry of Health and Long-Term Care.® The 
Ministry explained the nature of the program adjustment process: 


Some programs . . . are inactive because they 
have been completely devolved to the 
municipalities. But public health, for example, 
has been active up until this point. It was frozen 
in 2001 while we [Ministry of Finance] did our 
consultation and it will be updated. Just so I'm 
clear, it has been updated in regard to 1998-99 
and 2000 now.” 


In addition, the Ministry confirmed that this cost adjustment process applies to the 
Six program areas noted in this section (e.g., social assistance), taking into account 
inflation.'° The Ministry will update the costs for active programs annually. 


Issue of Equitable Treatment 


The Committee noted that the Ministry of Finance’s Estimates Briefing Book 
2001-2002 indicated that “The Community Reinvestment Strategy [which 
includes the CRF and other municipal grants] provides support to municipalities 
in implementing the realigned provincial-municipal services and ensures that the 
benefits are distributed equitably across the province.” "| At issue during the 
hearings was whether the CRF would provide equitable treatment to all 
municipalities. 7 The Ministry explained that the CRF model is not based on the 
equity principle: 


So the "equalization" and "equity" words for 
which you're [Committee] looking for a place 
would pertain more to a redesigned grant that 
focused on equity, which the current program 
doesn't do. The sense of "equity" in the current 
program is that it balances or provides revenue- 
neutrality for municipalities as part of the LSR 
trades.’ 


The Ministry explained that some municipalities are financially better off, 
although no municipality is made worse off as a result of the CRF initiative: 


What we [Ministry] made clear to the Auditor . 
_ , that the principal objective of the 
Community Reinvestment Fund is revenue- 
neutrality. It's equitable in that it's applied 
consistently to all municipalities. You asked if 
some might be better off and some might be 
worse off. The point of revenue-neutrality is that 
no one is worse. CRF ensures that the LSR is at 
least revenue-neutral for everyone. Some, 
however, as we've said, are better oft. 


The Ministry’s interpretation was “that by assuring revenue-neutrality, the 
benefits in terms of the capacity to make savings are available to all 
municipalities.”'” Additional funds have been made available to address specific 
problems. 


It was noted in the 2001 Annual Report that ensuring that all municipalities are 
treated equitably was not a CRF or funding formula objective of the Ministry. 
The Provincial Auditor provided the following supplementary comments on 
“equity” and “savings targets” under the CRF during the hearings: 


It struck us [Auditor’s Office] that the word 
"equity" was used in theirs [Ministry of 
Finance’s Estimates Briefing Book 2001-02}, 
while the Finance objective was strictly on the 
revenue-neutrality. One of the areas that was of 
concern to us was that in the calculation . . 

the savings target was assumed as achieved in 
the calculations, and that raised in our mind the 
question of equity. That was the origin of our 
concern about equity. Our concern, when we 
looked at the savings target, was that the savings 
targets were really not set based on analytical 
and empirical information that was available at 
the Ministry."” 


The Provincial Auditor concluded that the Ministry lacked adequate procedures to 
measure and report on whether revenue-neutrality was being achieved and it was 
concluded that the CRF did not ensure revenue-neutrality under the LSR 
initiative.'® The Ministry explained that the main point of revenue-neutrality is 
that no municipality is worse off; nevertheless, some are better off under this 
initiative. 


3.2. Savings Targets 


As part of the formula to achieve revenue-neutrality, the province imposed an 
annual savings target of approximately $500 million on municipalities’ total 
expenditures. The savings requirement is deducted from LSR costs for the 
purpose of determining the CRF entitlement for each municipality. The Auditor 
expressed concern with the determination of the savings target and the LSR cost 
components of the CRF formula: 


¢ the required savings percentages may have varied according to municipal size, 
and the rationale for this procedure is not based on a thorough analysis; 


¢ municipalities cannot realize any savings on programs that they themselves do 
not administer; and 


¢ the impact of the savings targets on revenue-neutrality. 





The funding formula requires that certain municipalities either find savings 
locally or fund a portion of LSR program costs from local revenues, while others 


have 100% of LSR costs funded and have additional funds available to subsidize 
other municipal expenditure areas. 


The Auditor concluded that imposing a savings target on all municipal spending 
essentially conflicts with the LSR revenue-neutrality objective: 


e incorporating the savings target based on population size into a funding 
formula designed to achieve revenue-neutrality has led to conflicting 
conclusions about the success of the revenue-neutrality aspect of the LSR 
initiative; and 

e the mechanics of the current CRF formula create an unequal imposition of the 
savings targets across the province. 


The Auditor concluded that the Ministry needs to implement performance 
indicators that objectively measure the extent to which the various components of 
the formula facilitate the revenue-neutrality intent of LSR. 


Committee Hearings 


Savings Targets/Funding 


Municipal savings are an integral part of local services restructuring process. The 
rationale for savings targets was that all levels of government pursue efficiencies, 
and therefore, enhanced value for money.” 


The province factored a population quotient for categories of municipalities, 
which was used in establishing the levels for saving targets. In the 1990s all 
governments, including local governments, established such financial targets, and 
efficiencies in service delivery.’ ' Savings targets were set for municipalities under 
the CRF, in the following groupings: 


- atarget of 1.7% for small municipalities of less than 100,000 (approximately 
95% of municipalities); 


- a target of 3.2% between 100,000 and 500,000 of population; and 


« 4.2% for a population over half a million (larger municipalities with a greater 
diversity of services and opportunity are to achieve efficiencies through 
economies of scale). 


To qualify for the CRF, it is not necessary to meet the established saving targets: 


The Community Reinvestment Fund is provided 
to balance the costs and benefits related to local 
service restructuring and to ensure that the 
exchange of services is at least revenue-neutral. 
The balance is achieved for many municipalities 
when they meet a certain level of savings. For 





many of them, it does not require meeting that 
level of savings to qualify . - 


The Ministry explained that a formula to establish these percentages for savings 
had not been developed. The Ministry used a sensitivity-test on the numbers to 
determine the ranges and the percentages were, selected based on the impact 
across municipalities of the particular targets.”*> The Ministry indicated that it is 
now attempting to determine the impact on municipalities of the savings targets 
and the compensation required to achieve revenue-neutrality.~* 


Achieving the Savings Targets 


The COMME ss enquired whether some municipalities were unable to reach their 
targets.°° The Ministry explained that latitude is provided to municipalities in 
budgeting. During the hearings, the Ministry pointed out the relevance of 
operational efficiencies and that the cost of some programs had declined since 
devolution: 


. at both the provincial level and the federal 
level, and certainly in other jurisdictions, what 
was facing all levels of government was a need 
to look at their own services and the 
opportunities that were presented -- for 
example, by technology -- to deliver comparable 
services or better services for perhaps less 
money. Some of those efficiencies had been 
realized at the time of the trade; some of them 
were yet to be realized. We have seen that the 
cost of some of the programs that were devolved 
have declined since the devolution. So that has 
been a benefit to the municipalities that perhaps 
doesn't show up in very concrete terms in the 
arithmetic.”° 


The Ministry noted that under LSR, certain municipalities have benefited 
financially. In 1998 for example, 43 municipalities’ net LSR costs were exceeded 
by the residential-education tax room through a windfall gain of $54.5 million. In 
1999, 72 municipalities had gains of $134.3 million, and in 2000, 65 
municipalities benefited by $125 million.”’ 


Financial Impact 


The Committee enquired about the overall financial burden to the province and 
ratepayers, through increased taxes under the CRF initiative.”® Last year 245 
municipalities were in a position of having to raise taxes.” 


The Ministry concluded that the province has assumed more responsibilities under 
this arrangement than the local sector resulting in a net cost, although the Ministry 
did not have a breakdown of the various components for this cumulative figure.*° 
The full Program roll-up would include transition funds and the enhancements 
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beyond the CRF, which resulted in a net cost of approximately $460 million.*! 


The Ministry explained that the total costs that the province assumed were 
approximately $3 billion: 


. . the province's position is that in the trades 
the province took on more than the municipal 
sector was asked to assume. Our best numbers 
at this point aren't final, because we'll be 
reconciling them. But in terms of the net LSR 
costs to municipalities, they remain very stable 
at about the $2.5 billion that was originally 
intended as part of the trade. In terms of what 
the government took on, the government 
assumed an additional $2.5 billion of education 
funding responsibility that had previously been 
carried by the residential education tax base. In 
addition, the government committed to provide 
the Community Reinvestment Fund on an 
ongoing basis. As of the 2001-02 budget year, 
that figure was $561 million. On a net basis, the 
net LSR costs to the province were closer to $3 
billion. So the province's net costs . . . the 
total costs that the province assumed were about 
$3 billion, so the net cost was about $460 
million.” 


Committee Recommendations 


Savings Targets/Revenue-Neutrality 


Required savings are deducted from LSR costs for the purpose of establishing the 
CRE entitlement for each municipality. The Committee concurs with the Auditor 
that a savings target on municipal spending is contrary to the principle of revenue- 
neutrality. During the hearings this matter was addressed at length, and it was 
inconclusive whether this objective would be realized, that is the degree of 
fairness in application, and the demonstrated municipal impact across the 
province. For example, the Ministry explained that a formula to establish ranges 
for savings had not been developed. As noted, the Ministry is NOW assessing the 
impact on municipalities of these targets and the level of compensation required, 
given the objective of revenue-neutrality. 


The Committee concurs with the Provincial Auditor that performance indicators 
are required to assess revenue-neutrality over the long term. The Ministry 
‘ndicated in the Auditor’s report that it intends to continue with the CRF model, 
therefore an ongoing review is required to assess revenue-neutrality and divergent 
impacts of the CRF formula. The Provincial Auditor provided several indicators 
in the audit report for conducting such an assessment: 


. the extent to which the CRF reflects actual Local Services Realignment costs 
incurred; 
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« the reconciliation of forecasted costs to actual costs at each year-end and 
subsequent payment adjustments; 


« the distribution of any required savings efficiencies across the province based 
on analysis and empirical information; and 


« the implications of up-to-date current value assessment data in its 
determination of municipal tax room. 


The Committee concluded that a definition of the level of savings targets and the 
LSR cost components under the CRF formula require clarification. The 
introduction of performance indicators would provide an assessment mechanism 
to determine whether revenue-neutrality is being achieved. 


The Committee therefore recommends that: 


1. The Ministry of Finance should implement performance indicators to 
measure the achievement of revenue-neutrality for each municipality 
under the CRF initiative. 


Long Term Financial Impact 


The Committee enquired about the province’s LSR objectives in relation to 
municipal taxation, increasing revenues, savings and new efficiencies. The 
Ministry suggested that it is possible to measure the impact of the Project based 
on the various components, but that in the final analysis the Ministry is confident 
in stating that there will be a net cost to the province.*? However, the Ministry did 
not have a breakdown of the various components for this cumulative figure. 

The Committee concluded that an analysis is required to establish the total 
Program costs under CRF, and municipal costs and savings. 


The Committee therefore recommends that: 


2. The Ministry of Finance should evaluate the financial impact of the 
LSR initiative on provincial and municipal finances from the start up 
to the end of fiscal year 2001-02. 


3.3. Tax Room 


Effective with the 1998 implementation of LSR, the province began to directly 
fund education costs previously paid for by 50% of residential education taxes. 
This created local "tax room." In essence, assuming there was no change in local 
taxes levied, municipalities had additional revenues of approximately $2.5 billion 
to fund the costs of the transferred LSR programs. Under the CRF formula, the 
basis for allocating the tax room to each municipality is the current value 
assessment (CVA) on which the municipalities base their property taxes. 


For the 2001-02 school year, the estimate is $5.7 billion in actual revenues for 
education from property taxes, which is adjusted annually. This figure is not 
related to tax room or tax capacity given to municipalities in 1997. 
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There is an approximate 43% - 57% split on education taxes between residential 
and commercial/industrial. Therefore, the residential component is in the order of 
$2.45 billion (43% of $5.7 billion), which approximates the other half of the 
residential-education tax room that municipalities are required to remit.** 


In 2001, the 1999 province-wide assessment results were available. Overall, 
CVAs across the province had increased by a total of 14% over 1996. However, 
for 2001, the Ministry again used the 1999 tax-room allocations without 
adjustment, reflecting neither the normal in-year changes nor the 1999 CVA. If 
the updated 1999 property values had been used, individual municipal CRF 
entitlements may have been significantly different. 


Committee Hearings 


Tax Increases and CRF Reconciliation 


The Ministry’s objectives are more cost-effective delivery of public services at 
the municipal level, and the opportunity for municipalities that adopted cost- 
saving measures to lower their taxes. In 2000 the Ministry of Finance and 
Ministry of Municipal Affairs and Housing requested an explanation for 
municipal tax increases and supporting documentation for 1999-2000 in each | 
jurisdiction. The Ministry was looking for trends; however, it had not identified 
anything systemic in the tax increases at the time of the hearings.” 


The Ministry’s objective was to ensure accountability and provide disclosure on 
the tax room created by the province for local government.” ° Documentation has 
been provided covering aspects such as cost-efficiencies pursued before tax 
increases and the value of public services supported by the increase. According to 
the Ministry few municipalities have implemented tax increases.°’ As noted 
earlier, 245 municipalities had increased their tax rates between 1999-2000, on 
average by six percent. 


Reconciliation (2001) 


During the CRF Policy Options Review on future funding, costs were held at 
2000 year-end levels. Therefore, for the purpose of determining the current CRF, 
calculations were based on realigned costs in 2000.** The Ministry has committed 
to continue to update these costs, and to conduct the 2001 reconciliation in the fall 
of 2002, following the proposed discussions with municipalities.’ 4 When it was 
decided that the CRF model would be retained, the reconciliation for 2001 was 
announced. 


Active programs over the history of the CRF program are to be updated. The 
reconciliations for 1998, 1999 and 2000 have been completed. The reconciliation 
for the year 2001 (fall 2002) on the basis of current costs, was to address net 
change in costs as a package or group, fully updating active costs... Some of the 
programs that have fully devolved the financial responsibility to the 
municipalities are not re-costed annually; nevertheless, many municipal costs 
continue to increase, for example salary adjustments. These increasing costs have 
had an impact on municipal government since the 2000 base year. 
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Social housing, for example, is in the process of being devolved to municipalities, 
and as it devolves, the costs will be maintained at the point of devolution in the 
CRF formula.** Other costs are maintained at the point at which they were 
devolved (at or below 2000 levels) and therefore are not adjusted, such as 
property assessment, airports, septic inspections, the municipal support grant and 
gross receipts tax. The year-end reconciliation for 2001 will include such services 
as land ambulances, once the new template for cost sharing is finalized by the 
province and the municipalities. 


Cost of Realigned Services 


The Ministry is now in the process of considering other mechanisms to reflect the 
current cost of realigned service costs.”? The Ministry outlined the items for 
inclusion in the reconciliation: 


¢ cost-shared services and assessment-based services (land ambulance, social 
housing, social assistance, policing, child care and public health); 


¢ update Provincial Offences Act revenues in the CRF to reflect the exit audits 
prepared by the Ministry of the Attorney General; and 


¢ update the managed forest tax rebate and conservation land tax rebate 
programs. 


Special Considerations on Costs 


The Ministry explained that the residential education tax room provided for the 
aggregate of the costs, which included transit costs; therefore, transit funding 
including GO was provided independently of the CRF. The maintenance costs for 
municipal roads were not included. CRF will continue to track transit, but local 
roads are excluded from this set of programs.” 


The Committee enquired about increased costs, for example, improved services 
resulting from an expanded police force after the transfer of services. The 
Ministry explained that it depends on the policing in use. For example, if the 
municipality has OPP services, the costs used are actual costs, and if the 
municipality has a local force, then the costs are maintained at the point of 
devolution.”° 


The Committee enquired about adjustments to ongoing maintenance costs for 
highways transferred to municipalities, and whether the one-time funding to offset 
the capital cost was sufficient. Highway transfers were not part of the exchange of 
services under LSR and are not included under CRF. 


LSR Fiscal Impact 


The Ministry provided the following supplementary information on the fiscal 
impact of LSR on the province and municipalities, after the hearings.*’ 
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According to the Ministry, in making the LSR trades, the Province assumed more 
than it transferred to municipalities. Municipalities took on $2.5 billion in 
increased program costs net of modest, one-time permanent savings targets, and 
in exchange the province gave $4.2 billion to municipalities: 


¢ $2.5 billion in residential education tax room; 
¢ $0.5 billion in CRF; and 


e« $1.2 billion in transitional assistance. 


Recommendations 


Definition of Tax Room 


The Committee concurs with the Provincial Auditor that not reflecting changes in 
the property value assessments compromises the accuracy of available tax room 
or tax capacity for each jurisdiction, and the objective of revenue-neutrality. The 
Municipal Performance Measurement Program requires that municipalities report 
annually on the efficiency and effectiveness in LSR program areas that include 
such services as transportation, police, and social services. 


The Committee concluded that the province requires a determination of municipal 
tax capacity and service delivery needs each year for the purposes of establishing 
CRF requirements. 


The Committee therefore recommends that: 


3. The Ministry of Finance should assess changes in service delivery 
requirements and taxing capacity annually for each municipality for 
the purpose of establishing funding assistance under the CRF. 


Cost-Efficiencies and Tax Increases 


At the time of the audit in 2001, the Ministry was in the process of conducting a 
Program review. The Ministry indicated at the time its support for the need to 
assess any adjustments in the actual provision of local services, and the financial 
capacity of each municipality to provide these services. The Ministry’s objective 
is to ensure accountability and provide disclosure on the tax room created by the 
province for local government. ® These objectives are dependent on the cost- 
effective delivery of municipal public services, and the lowering of municipal 
taxes. 


The Ministry of Finance and Ministry of Municipal Affairs and Housing require 
justification for municipal tax increases, most recently for 1999-2000. Based on 
available information, the Ministry was not able to identify trends or systemic 
patterns in tax increases.*” However, documentation has been provided covering 
cost-efficiencies pursued and the value of public services. 
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The Committee therefore recommends that: 


4. The Ministry of Finance should report to the Standing Committee on 
Public Accounts on the impact of cost-efficiency measures taken to 
deliver municipal services, and changes in municipal taxes for each 
municipality. Jurisdictions in which cost-efficiencies were not 
achieved, and taxes were increased should be reviewed by the 
Ministry. 


3.4. CRF Review of Policy Options 


The Ministry conducted a review of CRF policy options (Policy Review) for 
structuring future municipal financial assistance. The Policy Review provided an 
opportunity for the Ministry of Finance to continue to work with the Ministry of 
Municipal Affairs and Housing (MMAH) in developing future municipal support 
initiatives. 


MMaAH launched a Municipal Performance Measurement Program which 
requires municipalities to report annually on the efficiency and effectiveness of 
local service delivery in nine core areas. These areas include its LSR program 
responsibilities for services including transportation, police, and social services. 


The Provincial Auditor recommended that to ensure that future municipal 
financial support continues to meet the government's overall municipal support 
objectives, the Ministry should work with the MMAH, and incorporate in its 
approach an assessment of changes in local service delivery needs and current 
municipal taxing capacity. If, as a result of the Review, the Ministry decides to 
continue with the CRF approach to municipal funding, it should develop 
performance indicators to measure its achievement of revenue-neutrality on an 
ongoing basis (refer to S. 3.2.). 


Committee Hearings 


CRF Review - Consultations (2001) 


The Ministry’s objective in the 2001 consultations was to define Program areas in 
need of updating.” ° There were 440 surveys distributed and 125 municipal 
submissions received by the Ministry, and regional workshops and round-table 
discussions were conducted with associations.°’ The Ministry concluded that the 
current model should be maintained providing stability, but with certain 
administrative improvements: 


Eighty-two per cent of the municipal 
respondents advised us [Ministry of Finance] 
that they would not be favourable to significant 
change in the current system. They certainly 
wanted administrative improvements to the 
CRF, but their concern certainly at the moment 
was for stability in the financing that the CRF 
represents. So their preference was to leave the 
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program in its current form in order to achieve 
that stability.>” 


There were nine larger municipalities with a population in the 100,000 range 
included in the 82% who supported the CRF consultations. Approximately 26.6% 
of the population (including Toronto) is served by the 18% of municipal 
respondents who favoured an alternative grant structure.* 


Municipal Requests and Ministry Initiatives 


The Policy Review provided feedback on the administration, the timeliness, and 
the significance of funding predictability for municipal budgeting purposes.” In 
response, the Ministry has undertaken to address the following: 


¢ hands-on training for municipal staff; 


¢ certain supplementary programs to be maintained as part of the Program (e.g., 
supplementary assistance on need and taxing capacity); 


¢ review of costing/reconciliation of costs and payment adjustments, and 
implications of changes in assessment; 


¢ improved data transparency and consistency (e.g., updated costs to be 
included for cost-shared and assessment-based costs using provincially 
verified numbers); and 


« reduced CRF compliance costs (Program and property taxes). 


In addition, the province and municipalities have agreed (new Memorandum of 
Understanding with the Association of Municipalities of Ontario) on a formal 
mechanism for ongoing discussions on matters affecting the financial health of 
municipalities within the current fiscal year.” 


Provincial CRF Initiatives . 


The Ministry responded to municipal concerns through various undertakings, to 
include: 


- Bonus and Supplementary Assistance - annual review of the bonus and 
supplementary assistance in the review of the structure and the amount of the 
Program for the next year; 


« Municipal Financial Review - the Ministry of Finance with the Ministry of 
Municipal Affairs and Housing will be reviewing financial information 
provided by the municipalities; 


. Tax Increases/2000 - all municipalities with tax increases in 2000 were 
required to provide an explanation with supporting documentation, 


. Windfall Gains - the tax practices of municipalities (including those that do 
not receive CRF because their residential education tax room is high enough) 
are monitored through this Program, 
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¢ Reserve Funds - beginning in 2002, the Ministry streamlined reporting 
requirements. Starting in 2002, the Review of municipal finances will require 
that municipalities provide a Council resolution stating that community 
reinvestment fund monies will be used for the benefit of local taxpayers, with 
relevant documentation provided to the Ministry of Finance and the Ministry 
of Municipal Affairs and Housing; 


e Recovery of Overpayments - municipalities were informed of a reconciliation 
for 2001 and that the Ministry of Finance intended to recover any 
overpayments; 


¢ Timeliness - municipalities were informed of their 2002 allocation in the fall 
of 2001, and the Ministry will continue the practice informing municipalities 
of their allocation before the start of the calendar year; and 


« New Reporting Requirements — requirements to include assuring 
accountability and avoiding duplication, the reduction of red tape, and a 
streamlined reporting process. 


Best Practices 


The Ministry of Municipal Affairs and Housing, in association with AMO, will be 
promoting the adoption of “best practices” by municipalities.°° The Ministry of 
Finance explained that “best practices” have resulted in significant savings. These 
practices include:*’ 


¢ Joint Purchase and Service Agreement — this approach permitted a joint 
sharing of hardware and software consulting services resulting in savings 
(regional government’s software shared with a city); and 


« Managed Competition Program — the public sector will have a continuing 
check on the cost-efficiency of private providers, with cost-effective standards 
applying to services. Under this Program, the municipal staff engage in 
bidding against other service providers for servicing contracts. 


New Funding and Business Planning 


In summary, the Ministry emphasized that a main concern at the municipal level 
was maintaining stability. This would include not altering fully devolved 
programs or point-in-time transfers (e.g., residential education tax room), and 
retaining the CRF bonus and supplementary assistance.’ The provincial 
announcement on transit funding, for example, provided a $14.5-million transit 
bonus, benefiting all municipalities. 


The Committee enquired about the long term plans for the CRF. The Ministry 
explained that provincial programs are reviewed annually, as part of the Business 
Planning process, and in the event that municipalities want to consider another 
model, it would be considered. The Ministry noted that various alternatives to 
CRF were considered as part of the Review to achieve balance (e.g., a resource 
equalization grant). 
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3.5. CRF Bonus and Supplementary Assistance 


The total CRF funding package in the 2000/01 fiscal year was $561 million, 
which was comprised of CRF payments, a CRF Bonus, and Supplementary 
Assistance. The intent of the CRF Bonus was to ensure that all municipal 


taxpayers benefited from the province's decision to fund 50% of LSR costs for the 
Land Ambulance and Public Health programs. 


After devolution, municipalities were responsible for 100% of these program 
costs. However, when the province made the decision to share equally in the 
funding of these programs, this had the effect of reducing eligible LSR costs, and 
therefore municipal CRF entitlements. The bonus was introduced to reinstate 15% 
of this lost funding. Supplementary Assistance was introduced in 2000 to provide 
additional support to municipalities with lower taxing capacities. 


The Auditor concluded that the documentation provided by the Ministry did not 
clearly support the need for either the Bonus or Supplementary Assistance. It was 
recommended that the Ministry should conduct regular reviews of the bonus and 
supplementary-assistance components of the CRF to ensure that they are 
achieving the government's objectives. 


Committee Hearings 


Supplementary Funding for Municipalities 


The Ministry reported that LSR costs at the municipal level have decreased and 
the province has provided additional funds in the form of restructuring initiatives 
and supplementary funds.°' This assistance includes approximately $62 million 
over the funding set out to address other government priorities related to, but not 
strictly part of the CRF.” Funding sources include:™ 


¢ $21 million CRF Bonus - provincial/municipal cost share for public health 
and land ambulance costs on a 50-50 basis; 


- Supplementary Assistance - provided to municipalities with a relatively low 
assessment base (large proportion of farm or forest properties, or low presence 
of commercial and industrial properties which tend to be taxed more heavily); 


- Transitional Funding - for local services restructuring; 


- Special Circumstances Fund — provided in 1998 and 1999 to assist 
municipalities in achieving efficiencies in LSR delivery during the transition 
period; 

- Municipal Restructuring Fund - to help municipalities that have restructured 
under the provisions of the Savings and Restructuring Act, covering up to 
75% of municipal expenses related to restructuring; 


» Provincial Highways Transfer - $385 million in funding for the transfer of a 
number of provincial highways; 


. Maintenance Allowance and Assistance - $50 million for a three-year 
maintenance allowance and assistance for bridge construction, 
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¢ Restructuring Fund - municipal capital and operating restructuring fund 
(transportation, non-profit housing, and water and sewer initiatives); and 


¢ Municipal Capital Restructuring and Operational Restructuring Fund - $183M 
for transportation capital. 


Level of Service and Compensation levels 


The Ministry will take into account the approved budgets in the case of a change 
in the level of service by a municipality, either an increase or decrease in the 
service levels transferred to a municipality, (e.g., Ministry of Health budget for 
public health and land ambulance). In the case of policing, funding is based on 
actual costs. In the case of social housing, up until the point of devolution, the 
Ministry relied on the Ministry of Municipal Affairs and Housing’s figures.” 


Committee Recommendation 


The Committee is in agreement with the Auditor that regular Ministry reviews are 
required of the bonus and supplementary-assistance components to the CRF to 
ensure that government objectives are being met. Established schedules with 
timelines would help to ensure that regular reviews are conducted. 


The Committee therefore recommends that: 


5. The Ministry of Finance should prepare schedules and timelines for 
regular reviews of the bonus and the supplementary-assistance 
components of CRF. Such reviews should determine whether bonus 
and supplementary-assistance continue to be necessary to ensure 
revenue-neutrality, and furthermore, whether ministries whose tax 
rooms exceed their LSR costs should receive these components. 


4. PROGRAM ADMINISTRATION 


4.1. Monitoring of Municipalities 


CRF funding was provided unconditionally to municipalities until March 2000 
when a number of new CRF-related reporting requirements by municipalities 
were introduced. These include: 


e municipal data on local tax rates; 


e reports on how each municipality had used and planned to use its CRF 
funding; and 


e records of CRF funds used to decrease local taxes (otherwise payable for the 
current tax year). 


The Auditor concluded that monitoring in these areas needed to be improved. 
While the Ministry did obtain assurances from municipal Councils that CRF 
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funding had not been inappropriately allocated to reserve funds, the Auditor 
identified other concerns with respect to the following: 


¢ use of CRF funding in the current year; 
e increased tax rates between 1999 and 2000; and 


¢ assessment of municipalities with windfall gains. 


According to the Association of Municipalities of Ontario, municipalities find 
some of the new conditions imposed on them to be problematic. Specifically, the 
requirement that CRF funds not be allocated to municipal reserve accounts has in 


their view had a negative impact on local autonomy and fiscal planning and 
management. 


The Auditor recommended that if the Community Reinvestment Fund continues 
in its current form, the Ministry should determine whether municipalities are 
adhering to program requirements. To ensure that municipal fiscal planning is not 
negatively impacted, the Ministry should also work with municipalities and the 
Ministry of Municipal Affairs and Housing to determine if and when it would be 
appropriate to allow the allocation of CRF funds to municipal reserve accounts. 


The Ministry acknowledged in its response to the audit report the significance of 
monitoring and assessing whether CRF grants are being used in accordance with 
provincial objectives. In addition, the Ministry pointed out the need to respect 
municipal autonomy and not to restrict municipal budgetary decisions. 


Committee Hearings 


Tax Increases 


The Auditor reported that 245 municipalities had increased tax rates between 
1999 and 2000 in the range of 0.1% to 49.4%, with an average increase of 
approximately 6%. Only 43 municipalities provided details on their tax rate 
increases. 


In June 2000 municipalities were asked for an explanation and supporting 
documentation for recent tax increases.” The province’s rationale for asking for 
this information was in part to determine if there were systemic factors driving tax 
burdens in certain areas.”° 


Impact of Reforms to Property Tax 


The provincial reforms to property tax resulted in changes in the tax burden on the 
individual property classes at that time. In the case of municipalities in which the 
tax burden on commercial classes was excessive, it was decided the municipality 
would be limited to move to a more equitable tax burden among the property 
classes. In certain cases the municipalities had to approach residential or multi- 
residential taxes for additional revenues. 
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The Committee questioned the impact on municipalities of the province’s 
decision to freeze taxes on industrial-commercial assessment, which resulted in 
pressure to increase municipal taxes on other properties. According to the 
Ministry, in municipalities in which commercial-industrial rates are 
extraordinarily high, they are prevented from raising taxes further, and revenue is 
raised in the residential sector.” 


The Ministry indicated that some municipalities are moving to greater equity 
among the property classes through various tax-setting mechanisms.” Essentially 
there are two initiatives underway: the ability to still increase industrial and 
commercial rates, provided that they move toward the “range of fairness”, and in | 
certain municipalities with an extraordinarily high tax ratios for these sectors 
(above the provincial average), they can not be raised until they are adjusted to 
the provincial average. 


Financial Monitoring 


The Auditor addressed specific financial administration matters on the operation 
of the CRF related to municipal compliance with program requirements. 
Specifically, the Auditor recommended the following steps to ensure adherence to 
CRF principles affecting the proper use of CRF funds: 


¢ explanations for any tax increases; 


e review of municipal cash and working capital balances to ensure CRF funds 
are being used as intended by the government; 


¢ follow up with all municipalities that reported tax increases between 1999 and 
2000 to determine the rationale for increases; 


¢ the proper management of windfall gains (e.g., assess whether municipalities 
with windfall gains have passed benefits to taxpayers); and 


¢ determine if and when it would be appropriate to allow the allocation of CRF 
funds to municipal reserve accounts. 


The Ministry has addressed the need for timeliness in processing municipal 
information for CRF entitlements. As noted earlier in this Report, this is essential 
to the budgeting process. Municipalities were informed in the fall of 2001 on the 
2002 CRF allocations.’' If LSR costs go down as a result of the reconciliation, the 
province would recover money in the first quarter (2003). 


Municipal Reporting Responsibility 


The province established a threshold for receiving the CRF, which is based on the 
original savings targets. The numbers are a floor and there is the expectation that 
municipalities would exceed these minimum levels, providing additional money 
for new priorities, for example through tax cuts.’ Conditions are set out for 
annual CRF assistance, with the following municipal responsibilities: 


e submit to the Ministry of Municipal Affairs and Housing a Council resolution 
declaring the municipality's intent to use the CRF allocations for the benefit of 
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taxpayers and acceptance of the CRF allocations in accordance with the terms 
and conditions set out; and 


provide the 2001 financial information returns in accordance with the deadline 


set by the Ministry of Municipal Affairs and Housing and provide the tax rate 
bylaws by an established date. 


The Ministry explained that certain changes require a Council resolution that the 
funds are used for the benefit of local taxpayers. They are required to file 
information with the Ministry providing a detailed explanation and review of 
municipal expenditures.’ The Ministries of Finance and Municipal Affairs and 
Housing review these expenditures.” 


Committee Recommendation 


Although the focus during the hearings was primarily on tax increases, the related 
matters addressed by the Provincial Auditor warrant further attention. The 
Committee concluded that clarification is required on the use of CRF funds, the 
justification for tax increases/decreases, the management of windfall gains, and 
the placement of CRF funds in municipal reserve accounts. 


The Committee therefore recommends that: 


6. The Ministry of Finance should prepare administrative procedures to 
govern and monitor the use of CRF funds. In addition, protocols are 
required for municipal tax increases and decreases, the management 
of windfall gains, and the placement of CRF funds in municipal 
reserve accounts. 


4.2. Ministry Overpayments 


Year-end reconciliations have been performed to compare forecasted LSR costs 
with actual costs. In cases where year-end reconciliations identify actual costs as 
being below those forecasted, municipalities have been allowed to retain the 
excess funds provided, which have totalled $98 million over the last three years. 
The Auditor concluded that to give due regard to economy, recovery of 
overpayments needs to be addressed. If they are not recovered, the Ministry 
should develop a strategy to minimize their occurrence (e.g., adjusting 
downwards LSR program cost forecasts, or holding back a portion until actual 
costs are known). 


The Auditor recommended that to ensure that Community Reinvestment Fund 
payments are appropriately made with due regard for economy, the Ministry 
Review should address the recovery of CRF overpayments or develop an 
approach to minimize their occurrence. 


According to the Auditor’s office, in 1998 a total of 311 municipalities received 
overpayments of $46.8 million and in 1999, 411 municipalities received $46.6 M. 
By 2000, the overpayments had dropped to $6.1 M 
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In 1998 and 1999, the Ministry of Finance used forecasts of LSR costs, prepared 
by the ministries still administering LSR programs, to determine the preflow of 
CRF payments. In 2000 and 2001, the Ministry began using the prior year’s 
actuals to estimate the CRF payments, which account for the significant decrease 
in the 2000 overpayments. 


Committee Hearings 


Uniform Cost-Sharing Practice 


The Committee noted that 72 municipalities had residential-education tax room 
that exceeded their gross LSR costs and that they benefited from the tax room.”” 
This is attributed to the fact that it is not possible for the Ministry to vary the 
degree of cost sharing with the amount of residential tax room, as it does not have 
the necessary information in advance. Nevertheless, it is a Program objective to 
develop “a uniform cost-sharing practice” for the various services. 


The Committee enquired about Ministry follow-up with municipalities over the 
tax room provision.” At issue is whether the province would reconcile with the 
winners and the losers through an adjustment mechanism on transfers.*° The 
Auditor explained that in the case of the winners, these funds would be passed on 
to the benefit of the ratepayer, and therefore, it would not be allocated for a future 
use, possibly in reserve.” 


Net LSR Costs 


The Ministry indicated that there are 468 municipalities that have net LSR costs 
that are higher than their residential-education tax room, and these municipalities 
receive the CRF to make up the shortfall.** There are municipalities that achieve 
the savings target and are still entitled to CRF funding, while others do not need 
the Program funding to make them revenue-neutral. 


As discussed in this report, at issue to the Committee is whether some 
municipalities are actually worse off under CRF.™ The Auditor’s staff responded 
that it depends on how the savings targets are interpreted: 


If you assume the savings targets are part of the 
equation, then all municipalities have been 
brought up to revenue-neutrality. If you don't 
buy that argument, then every municipality that 
has had a savings target imposed is a loser to 
some extent. It depends on how you want to 
interpret that information... © 


Committee Recommendation 


CRF Payments 


The Ministry responded in 2001 that it would assess changes to its administrative 
procedures to minimize unplanned overpayments. In addition, the Ministry 
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indicated that it would be necessary to take into account municipal taxing capacity 
and the financial impact when implementing any procedural changes for 2002. 


The Committee therefore recommends that: 


7. The Ministry of Finance should establish procedural changes to 
prevent unplanned provincial overpayments to municipalities. 


5. List OF COMMITTEE RECOMMENDATIONS 


1. The Ministry of Finance should implement performance indicators to 
measure the achievement of revenue-neutrality for each municipality 
under the CRF initiative. 


2. The Ministry of Finance should evaluate the financial impact of the 
LSR initiative on provincial and municipal finances from the start up 
to the end of fiscal year 2001-02. 


3. The Ministry of Finance should assess changes in service delivery 
requirements and taxing capacity annually for each municipality for 
the purpose of establishing funding assistance under the CRF. 


4. The Ministry of Finance should report to the Standing Committee on 
Public Accounts on the impact of cost-efficiency measures taken to 
deliver municipal services, and changes in municipal taxes for each 
municipality. Jurisdictions in which cost-efficiencies were not 
achieved, and taxes were increased should be reviewed by the 
Ministry. 

5. The Ministry of Finance should prepare schedules and timelines for 
regular reviews of the bonus and the supplementary-assistance 
components of CRF. Such reviews should determine whether bonus 
and supplementary-assistance continue to be necessary to ensure 
revenue-neutrality, and furthermore, whether ministries whose tax 
rooms exceed their LSR costs should receive these components. 


6. The Ministry of Finance should prepare administrative procedures to 
govern and monitor the use of CRF funds. In addition, protocols are 
required for municipal tax increases and decreases, the management 
of windfall gains, and the placement of CRF funds in municipal 
reserve accounts. 


7, The Ministry of Finance should establish procedural changes to 
prevent unplanned provincial overpayments to municipalities. 
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